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No. 9465.

IN THE

United States Circuit Court of Appeals
FOR THE NINTH CIRCUIT

Markwell & Company, a corporation,

Appellant,

vs.

E. A. Lynch, as Trustee in Bankruptcy of the Estate

of Thomas Schneider, Bankrupt,

Appellee.

BRIEF OF APPELLANT.

Opinion Below.

No opinion in the case was filed.

Statement of Pleadings and Facts Disclosing Basis of

Jurisdiction.

A bill of complaint [Tr. of R., pp. 2-6] was filed in the

United States District Court, Southern District of Cali-

fornia, Central Division, by E. A. Lynch, as trustee in

bankruptcy of the estate of Thomas Schneider, Bankrupt,

alleging that the bankrupt, Thomas Schneider, had pledged

certain articles of jewelry to Markwell & Company, a cor-

poration, without complying with the provisions of Sec-

tion 3440 of the Civil Code of the State of California,

and that the transfer thereby accomplished constituted
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a fraud on creditors, and that though demand had been

made defendant refused to restore or return the said

property, and praying that said transfer be found to be

fraudulent and void, and that defendant be ordered to

surrender the said articles to plaintiff, and that plaintiff

have other and proper relief. Markwell and Company

duly filed its answer to said bill of complaint denying

the material portions of the same, and prayed that plain-

tiff take nothing by its action. [Tr. of R., pp. 9 to 12.]

A stipulation was filed that the action might be consoli-

dated for trial with a similar action by said plaintiff

against Merithew Company, Inc., a corporation, de-

fendant. [Tr. of R., p. 18.] An order was thereupon

entered [Tr. of R., pp. 19 and 20] consolidating the ac-

tions for trial and ordering that the consolidated actions

should be referred to Honorable Samuel W. McNabb,

as Special Master to try the disputed matters of fact and

after such trial make his report and recommendations.

A hearing was had before the said Special Master, and

upon a stipulation as to certain facts and evidence as to

other facts [Tr. of R., pp. 24-29], after the hearing, the

Special Master made his report and recommendation

[Tr. of R., pp. 25 to 31] recommending a judgment in

favor of the plaintiff. Thereupon, objections were filed

by defendant Markwell & Company to the report and

recommendation of the Special Master. [Tr. of R., pp.

32 to 37.] After a hearing upon said report and objec-

tions made thereto. Honorable William P. James, District

Judge, ordered that said report be approved and con-
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firnifd, and that jiid^^'nicnt he- entered accordingly. |Tr. of

R., \). ^7.
1

Thereupon an order and decree was entered

I

Tr. of K., \)\). 3(S to 40
I

givinj^' judj.;inent to the plaintilT

for the possession of said personal property, or in the

event delivery could not be had, that judgment be entered

against defendant, Markvvell and C'onijjany, in favor of

plaintilT in the sum of $600.00, and for his costs of suit.

The District Court had jurisdiction of said action by

virtue of the provisions of the Bankruptcy Act of 1898 and

amendments thereto to recover a fraudulent transfer of

property under Section 70-c of said Act. The jurisdic-

tion of the Circuit Court of Appeals in respect to this

appeal is sustained by U. S. C. Title 28, Sec. 225, Sub. (A)

and U. S. C. Title 28, Sec. 230, and the appeal is taken

pursuant to said provisions of law and pursuant to Rules

73, 75 and 76 of the Federal Rules of Civil Procedure.

Statement of Case and Question Presented.

On September 29, 1937, Thomas Schneider borrowed

the sum of $300.00 from Markwell and Company, and as

security for the repayment of said loan pledged with said

Markwell and Company certain jewelry of the value of

$600.00. No part of said money loaned was ever repaid.

At the time said pledge was made, said Thomas Schneider

was insolvent, but the defendant, Markwell and Company,

had no actual knowledge of such insolvency. On June 17,

1938, by virtue of bankruptcy proceedings commenced

May 5, 1938, Thomas Schneider was adjudicated a bank-



rupt. E. A. Lynch, the plaintiff in this proceeding, is the

trustee in bankruptcy of said bankrupt. On March 30,

1937, and prior to the said pledge with Markwell and Com-

pany, said Thomas Schneider had pledged $2500.00 of his

stock in trade for the sum of $1265.00 with Merithew

Company, Inc. This company had no connection with

Markwell and Company, defendant in this suit and ap-

pellant herein. At the time of the pledge made to it,

Markwell and Company had no knowledge or informa-

tion respecting the pledge made to Merithew and Com-

pany. No notice of intention to pledge was ever re-

corded in either the Merithew Company, Inc., or the

Markwell and Company transaction. At the time of the

pledge of said articles of the value of $600.00 to Mark-

well and Company, the fair value of the stock in trade

of said Thomas Schneider was $9500.00. The president

of Markwell and Company knew at the time of the

pledge to Markwell and Company that Schneider was a

retail dealer; that the merchandise pledged was a part

of his stock in trade, and that he had a large and sub-

stantial stock in trade, but did not have knowledge at the

time of the total assets of said bankrupt. The merchan-

dise pledged to Markwell and Company had been paid

for by Schneider, but he owed numerous creditors in-

cluding merchandise creditors. The money received from

the pawns in both the Merithew Company, Inc. trans-

action and the Markwell and Company transaction was

used to pay some of his bills.



—5—
Question Presented.

Was the pledge to Markwell and Company of $600.00

of his merchandise fraudulent and void as to the creditors

of Thomas Schneider by reason of the fact that no notice

was recorded under the provisions of Section 3440 of

the Civil Code of the State of California?

Specifications of Error Relied Upon.

Appellant contends that the minute order entered in

said action on October 18. 1939 [Tr. of R., p. 371 and

the judgment based thereon
|
Tr. of R., pp. 38 to 40] in

favor of the plaintiff against the defendant for the de-

livery of the said personal property, or in lieu thereof for

the payment of money plus costs was erroneous in that

the pledge of said merchandise by Schneider to Markwell

and Company was not fraudulent as against his creditors,

and was not in violation of Section 3440 of the Civil

Code of the State of California, in that: 1. The amount

of merchandise pledged to iNIarkwell and Company was

not a substantial part of the stock in trade of the bank-

rupt ; 2. The pledge of merchandise to Merithew Com-

pany, Inc.. was unrelated to the Markwell and Company

pledge, and the aggregate of the two pledges cannot be

taken in determining whether a substantial portion of

the bankrupt's stock in trade was transferred to ]\Iarkwell

and Company: 3. The pledge to Markwell and Company

was in the ordinary course of trade and in the regular

and usual practice and method of business of the bankrupt.
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Summary of Argument.

Appellant contends that the pledge of $600.00 of mer-

chandise out of a stock of a value of $9500.00 was not the

pledging or transferring of a substantial part of the stock

in trade of a merchant within the meaning of Section 3440

of the Civil Code of the State of CaHfornia, and no neces-

sity existed to record a notice of said intended transfer as

provided in said section in order that the transaction might

be valid as against creditors. It further contends that the

pledge to Merithew Company, Inc., made six months pre-

viously and of which pledge it had no knowledge was en-

tirely unrelated to the pledge of merchandise to it and the

aggregate of the two pledges cannot be taken in determin-

ing whether a substantial portion of the bankrupt's stock in

trade was transferred to Markwell and Company. It is

further contended that the pledge to Markwell and Com-

pany was in the ordinary course of trade and in the

usual and ordinary practice and method of business of

the bankrupt, Thomas Schneider, and therefore did not re-

quire a notice to be recorded as provided by said Section

3440 of the Civil Code.
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ARGUMENT.

Transfer of $600.00 In Value of Merchandise Is Not a

Transfer of a Substantial Part of the Stock of a

Merchant When That Stock In Trade Is of the

Value of $9500.

We do not believe that appellee will seriously contend

that the pledge of merchandise of $600.00 in value of a

total stock in trade of the value of $9500.00 is of itself

a transfer of a substantial portion of a stock in trade.

The theory of counsel for appellee in this case seems

rather to be as indicated in paragraph 7 of his complaint

[Tr. uf R., p. 4] that Thomas Schneider while insolvent

made several pledges and that the aggregate of said

pledges wrongfully and illegally disposed of a substantial

portion of his stock in trade. Sec. 3440 of the Civil

Code of the State of California prior to the amendment

of 1939, and as it stood at the time of this transaction,

among other things set forth

:

"* * * provided, also that the sale, transfer or

assignment of a stock in trade, in bulk, or a sub-

stantial part thereof otherwise than in the ordinary

course of trade and in the regular and usual practice

and method of business of the vendor, transferor, or

assignor, and the sale, transfer, assignment or mort-

gage of the fixtures or store equipment of a baker,

cafe or restaurant owner, garage owner, machinist,

or retail or wholesale merchant, will be conclusively

presumed to be fraudulent and void as against the

existing creditors of the vendor, transferor, assignor

or mortgagor, unless at least seven days before the

consummation of such sale, transfer, assignment or

mortgage, the vendor, transferor, assignor or mort-

gagor or the intended vendee, transferee, assignee,



or mortgagee shall record in the office of the county

recorder in the county or counties in which the said

stock in trade, fixtures or equipment are situated a

notice of said intended sale, transfer, assignment or

mortgage, stating the name and address of the in-

tended vendor, transferor, assignor or mortgagor, and

the name and address of the intended vendee, trans-

feree, assignee or mortgagee, and a general state-

ment of the character of the merchandise or property

intended to be sold, assigned, transferred or mort-

gaged, and the date when and the place where the

purchase price or consideration, if any there be, is

to be paid;"

The purpose of the above section commonly called the

"Bulk Sales Law" was to prevent fraudulent sales. Stand-

ing alone and not taken in connection with the Merithew

Company, Inc., pledge, which was made six months

previously and without the knowledge of Markwell and

Company, we think it is manifest that a transfer of

$600.00 of the merchandise of a total of $9500.00 cannot

be considered to be the substantial part of the stock in

trade contemplated under the code section, particularly

when we take into consideration the purpose of the

adoption of the section.

The Arkansas Supreme Court in construing a bulk sales

law of that state, Act 88, Acts 1913, in Fiske Rubber Co.

V. Hayes Motor Co., 131 Ark. 248, 199 S. W. 96, said,

"The purpose of the act was to prevent fraudulent

sales. In order to constitute a fraudulent sale un-

der the act, it must appear that a material portion

of the stock was sold in bulk out of the ordinary

course of trade and contrary to the ordinary prose-

cution of the business of the seller."
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Tn c()nsc(iiience, it held that a sale by an automobile ac-

cessory sho]) of <^oocls a^i^regatin^ $150,00 of stock out

of $1500.00, or 107r thereof was not a sale in bulk within

the bulk sales law.

In Ann field 7'. Salccby, 17<S \. C. 2^)8, 100 S. E. 611,

the Supreme Court of North Carolina said,

"A sale is not forbidden by the statute, unless it

is for the whole or a large part of the stock, and

we do not think that 10% thereof constitutes a large

])art of this stock. ... It should be something

more than that or nearer a half of the stock to come

under the condemnation of the statute."

In our case, the percentage of the stock transferred

was only slightly above 6%. If it be deemed that a

transfer of 6% of the stock in trade is a substantial part

thereof under the provisions of the code, business will be

tremendously affected, and innumerable business trans-

actions will be seriously impeded by the delay attendant

upon the recordation of the required seven-day notice.

We cannot but believe that the term "substantial part

of a stock in trade" as used in the statute, taking into

consideration business needs and the purpose of the

statute to prevent fraudulent sales, must mean a part of

the stock in trade that is a very large proportion thereof.

This is fortified by the fact that this statute is commonly

known as the Bulk Sales Law in line with like statutes in

other jurisdictions.
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The Pledge of Merchandise to Markwell and Company
Was Unrelated to the Pledge to Marithew Com-
pany, Inc., and the Aggregate of the Two Pledges

Cannot Be Taken in Determining Whether a Sub-

stantial Portion of the Bankrupt's Stock In Trade

Was Transferred to Markwell and Company.

We come now to what appears to be the real contention

of appellee, namely, that by virtue of the aggregate of

the two pledges to Merithew Company, Inc., and Markwell

and Company, respectively, the bankrupt did transfer a

substantial portion of his stock in trade without recording

notice under Section 3440. In this regard, we assume it

will be argued that if the aggregate of the successive

pledges were not considered together, a merchant could

by successive pledges of small amounts soon deplete his

stock to the detriment of his creditors who might know

nothing about the transactions unless notices were in each

case recorded. We believe that under the law, each

transaction must be considered alone, and furthermore

that the dire results feared by counsel will not result.

In order that the Merithew Company, Inc. transaction

might be considered with the Markwell and Company

transaction in considering whether a substantial part of

the stock in trade by successive transactions had been

transferred, it would be necessary to read into the code

section language not there. This is not permitted under

the familiar rules of construction.

In 27 Corpus Juris, page 875, Sec. 883, in speaking of

Bulk Sales Laws, it is said:

"These statutes should be read as a whole for the

purposes of construction. As they are penal in char-

acter, and in derogation of common laws, and of the
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n'oht to alienate property without restriction, they

arc to be strictly construed, and are not to be ex-

tended by construction to situations not clearly in-

tended thereby. However, these statutes should be

construed and applied with a view to cure the evil

at which they are aimed, which is the defrauding

of creditors by secret bulk sales."

In Section 884, it is said:

"The effect of bulk sales laws is to create a new

type or kind of fraudulent conveyance."

In Blanchard v. Ward, 213 Pac. 929, 124 Wash. 204,

counsel evidently shared the same thought that counsel

for appellee has to the effect that the law might be cir-

cumvented by a group of sales, each of which might not

involve the amount covered by the statute, but in the

aggregate would, for it is there said:

"It is also contended that, if a retailer may sell

5 per cent, or 10 per cent, of his stock in a mass

one day, a week later he may sell another 5 or 10

per cent, and in a short time sell 25 per cent, and

so on until the entire stock is disposed of, and thus

circumvent the law."

The Supreme Court of Washington quoted the greater

part of the citation from Corpus Juris above quoted, and

held that a sale in that case of personal property con-

stituting 5 to 7 per cent of the value of the entire stock

of merchandise, and which constituted all of a particular

department of the business of the merchant was valid,

though no compliance was had with respect to the formali-

ties required by the Bulk Sales Law of that state.
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In Cook V. Superior Court, 12 Cal. App. (2d) 608, at

page 610, it is said,

"It is manifest that the remedy against the owner

of an automobile, as afforded by the provisions of

Section 1714^ of the Civil Code, is purely statutory.

No authority directly in point has been submitted to

this court for its consideration; but indirectly, and

as applied to situations that are analogous to that

in the instant matter, the authorities are ample and

convincing quite to the contrary of that suggested

by respondent. In substance, they are to the effect

that on the creation of a new statutory right, re-

garding which for its enforcement a particular and

special remedy is provided, in a proceeding by which

the beneficiary of such right and such remedy may

seek to avail himself thereof, the statute will be given

a strict construction.

"In 59 Corpus Juris, at page 1129, it is said that:

'A statute creating a new liability, or increasing an

existing liability, or even a remedial statute giving

a remedy against a party zvho zvould not otherwise

he liable (Italics theirs), must be strictly construed

in favor of the persons sought to be subjected to

their operation.' (Citing Leppard v. O'Brien, 225

App. Div. 162 (232 N. Y. Supp. 454) (affirming

252 N. Y. 563 (170 N. E. 144); City of Mt. Ver-

non V. Brettt, 193 N. Y. 276 (86 N. E. 6) ; Griffeth

V. Green, 129 N. Y. 517 (29 N. E. 838); Jones v.

Union County, 63 Or. 566 (127 Pac. 781, 42 L. R.

A. (N. S.) 1035); Highway Trailer Co. v. Janes-

ville Elec. Co., 187 Wis. 161 (204 N. W. 77?>).)
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"And in the same volume of Corpus Juris, at pa^e

1110, the same thought is expressed in the following

language

:

*A statute prescribing a new right and a particu-

lar remedy must be strictly construed, and the man-

ner i)rovided in the statute whereby the right may
be accjuired must be strictly followed.' (Citing (Gold-

smith V. Valentine, 36 App. D. C. 63 ; Com. v.

Glover, 132 Ky. 588 (116 S. W. 769); Page v.

New York Realty Co., 59 Mont. 305 (196 Pac.

871); Card v. Groesbeck, 204 N. Y. 301 (97 N. E.

728) Town of Windfall City v. State, 172 Tnd. 302

(88 N. E. 505).)

"In the case of Leppard v. O'Brien, 225 App.

Div. 162, (232 N. Y. Supp. 454) (affirmed in 252

N. Y. 563 (170 N. E. 144)) it was held that under

the provisions of a statute respecting the liability

of an owner of an automobile for the negligence of

a person to whom it had been lent, a joint owner

of an automobile was not liable 'for consequences

of negligent operation by his co-owner or latter's

agent.' In part the court said:

" 'It is clear that under the authorities in this state

the defendant would not be liable, unless a liability

was created by said statute.' If a statute creates a

liability where otherwise none would exist, or in-

creases a common-law liability, it will be strictly con-

strued. A statute, even when it is remedial, must

be followed with strictness, where it gives a remedy

against a party who would not likewise be liable."

"In the case of Swing v. Lingo, 129 Cal. App.

518 (19 Pac. (2d) 56, in which a construction of a

part of Section \71A% of the Civil Code was in-

volved, the court made use of the following language

:
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" '.
. . Since the statute imposes a new and un-

usual liability which partakes of the nature of a

penalty, it should not, at least, receive a construc-

tion favoring the imposition of such liabiHty.' (Cit-

ing authorities.)"

Moreover, if a liberal construction were given to this

statute, it would still be true as said in Mulville v. City

of San Diego, 183 Cal. 734, at page 739,

"A liberal construction does not mean enlarge-

ment of the plain provisions of the law."

One may read every word contained in Section 3440,

and find not one that will in any manner provide or

even infer that a transaction may be tied with some other

unrelated transaction to build up a situation that would

require a notice. In reason, likewise, it appears absurd

that the legality of a transaction such as the pledge to

Markwell and Company in this case should be dependent

upon how much of the bankrupt's stock was transferred

under the Merithew Company, Inc., pledge, when the

Markwell and Company pledge was in no wise connected

with the Merithew Company, Inc. transaction, and Mark-

well and Company had no knowledge whatever of the

Merithew Company, Inc. pledge made six months prior

to its pledge. If the law were thus, and successive pledges

were to be considered together, and each of the pledges

held fraudulent because the aggregate of the pledges trans-

ferred what might be deemed to be a substantial portion

of a stock in trade, results would follow out of all reason.

Let us assume that a pledge were made of a trifling

amount of the stock in trade at one time, and thereafter

successive pledges were made that did in the aggregate
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cover a substantial part of the stock in trade, could it

be said that this first small i)ledj^e, without doubt valid

in its inception, would thereafter be rendered invalid be-

cause of the subsequent transactions. Furthermore, is it

in reason to hold that Markwell and Company, knowinj^

that its pledge is not of a substantial portion of the stock,

shall 1)0 i)enalized, and its transaction held unlawful be-

cause six months before and unknown to it, a pledge was

made by the bankrupt to some other party. We believe

therefore that law and reason are with us in saying that

each transaction must be considered separately and not

coupled with other unknown and unrelated transactions

with other parties. Furthermore, we cannot visualize

the direful result feared by counsel for appellee that suc-

cessive pledges or transfers in the aggregate amounting

to a substantial part of the stock in trade will operate to

the serious detriment of creditors.

In Shelley v. Byers, 72) Cal. App. 44, at page 66, it is

said in commenting upon the case of Krozver v. Martin,

Tex. Civ. App. 184 S. W. 511:

"In that case, however, not only was possession

delivered to the mortgagees but the articles w^ere

completely segregated from the mortgagor's 'stock of

merchandise.' The articles remained with the mort-

gagees until the mortgagor sold them to the appellee.

Never after they w^ere mortgaged did they become

a part of the stock of goods from which they were

taken, and never thereafter were they exposed to

sale. As a consequence, they were no part of a

merchant's stock in trade or stock of merchandise at

the date of the sale to the appellee, and hence that

sale was not within the terms of the Bulk Sales Law,"



—16—

In this case, therefore, when the Merithew Company, Inc.

pledge was made, the merchandise thereby pledged no

longer was the stock in trade of Schneider. Upon the

consummation of the Markwell and Company pledge,

the merchandise so pledged no longer was a part of the

stock in trade. Consequently it follows in relation to suc-

cessive pledges that as each pledge is made, the value of

the stock in trade in determining the proportion of the

amount pledged to the stock in trade must be computed

upon the stock in trade remaining after the preceding

pledges. In this manner as the value of the stock in

trade goes down at some point along the line, a point is

reached where the pledge made if it is of sufficient amount

will constitute a substantial portion of the then stock in

trade.

Schaitmtan v. Dean, 24 Fed. (2) 475, 11 A. B. R.

(N. S.) 593 decided by this court is thought to lend

color to appellee's contention when it is there said:

"The next contention is that the sale did not em-

brace a substantial part of the stock in trade. It ap-

pears from the testimony that the value of the stock

transferred was the amount of the judgment, or

approximately $4000. It further appears that the

value of the entire stock in trade at the time of

the transfer, or transfers, was from $20,000.00 to

$25,000.00. It is manifest from the testimony that

the sales were not made in the ordinary course of

trade and in the regular and usual practice and method

of business of the vendor, and inasmuch as it ap-



pears that almost the entire stock in trade was sold

at or about the same time, in the same manner, we

think the court was warranted in finding that the

sale did involve a substantial part of the stock in

trade, and came within the purview of the statute."

We cannot believe that the court, however, intended

a construction to permit pledges entirely unrelated to

each other to be considered together in determining that

the aggregate thereof constituted a substantial part of a

stock in trade. In that case, practically the entire stock

of a merchant of a value of $20,000.00 to $25,000.00 was

sold through several transactions, including the Dean

transaction, made at the same time or about the same time.

We understand the court to mean that the stock in trade

there involved was from $20,000.00 to $25,000.00 at a

given time and that either at that time, or about that

time, practically the whole thereof was transferred through

different transfers, among them the Dean sale. It was

the fact that practically this entire stock disappeared

through transfers either at or approximately the same

time that led the court to make its holding that $4000.00

did constitute a material portion of the stock in trade.

Our case is entirely different. It is questionable indeed

if the aggregate of the Merithew transaction and the

Markwell transaction transferred a substantial part of

the stock in trade. The transfers were six months apart,

and in no wise related, and did not constitute a sudden

depletion of the stock in trade of Schneider.
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The Pledge to Markwell and Company Was In the

Ordinary Course of Trade and In the Regular and

Usual Practice and Method of Business of the

Bankrupt.

Under Section 3440, it is only when a substantial part

of a stock in trade is transferred otherwise than in the

ordinary course of trade and in the regular and usual

practice and method of business of the vendor that recorda-

tion of a notice is required. In this case the Special

Master in his findings of fact, which were approved by

the District Judge says [Tr. of R., p. 29] :

"The testimony of the bankrupt was that at the

time he transferred the merchandise to Markwell

& Company, viz., September 29, 1937, he was behind

in paying his bills; that he had made small pledges

of goods other than the pledges to Markwell &
Company and Merithew's in order to secure funds

to pay merchandise creditors, notes and expenses of

running his business; that the goods pledged to

Merithew prior to this date were of the value of about

$2,500; the Special Master finds that at the time the

pledge was made to Markwell & Company, said cor-

poration had no knowledge of any other loans which

had been made by the bankrupt from Merithew or

others."

It is thus seen that this pledge to Markwell and Com-

pany was not an unusual transaction, but that in addi-

tion to the pledge to Markwell and Company and to

Merithew he had made small pledges of goods to other

parties. All of these pledges had been made in order to

procure funds to pay merchandise creditors, notes and

expenses of running his business. The particular pledge
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to Markwell and Company was for that purpose. Tt

can well be said therefore that this transfer or pled.q-c to

Markwell and Company was in the reg"ular and usual

practice and method of business of Thomas Schneider,

and therefore under the provisions of Section 3440 of the

Civil Code of the State of California, no notice of in-

tended transfer was required.

Conclusion.

From the foregoing, we think it clear that no notice

of intended sale or transfer under the provisions of

Section 3440 was required in connection with the Mark-

well and Company pledge to make it a valid pledge as

against creditors of the said Thomas Schneider, and re-

spectfully submit that the minute order of the District

Court entered in this proceeding on October 18, 1939,

and the order based thereon, designated "Order and De-

cree Confirming Report" made and entered in said pro-

ceeding on the 7th day of November, 1939, in favor of

the plaintiff and against the defendant for the delivery

of certain personal property by the defendant to the

plaintiff", or in lieu thereof, for the payment of money,

plus costs, are and each of them is erroneous and should

be reversed.

Respectfully submitted,

Grainger and Hunt,

By Kyle Z. Grainger,

Attorneys for Appellant.




